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• 
thought it was an oversight, since everything else 1 s was lodged 
in Corporations. 
So basically the determination was made, a kind of 
Treaty of Ghent, I guess, that we would defer to the Department 
of Corporations in this regard, and would approve conversions 
only after the Department of Corporations had previously agreed 
in writing to the propriety and valuation of the conversion, and 
its compliance with all Knox-Keene Act requirements. 
Under that -- treaty, the Department of Corporations 
warded to us perhaps a dozen conversions for us to sign off. 
And we did so, consistent with that policy decision. 
In 1 83, the reality of this signoff provision became 
apparent, and since all of the other functions seemed to be in 
Department of Corporations, we proposed, as Franklin Tom has 
icated to you, to the State Bar Committe on non-profit 
corporations, that that remaining provision be deleted, since in 
we were no independently auditing, we were not independently 
i at it. That there was no reason to have that provision 
s 11 re. 
i 
In 83, Corporations Code 10821 was enacted to do just 
t. That seemed to be the end of the Attorney General's 
Gener 
t in this area. But in September of '85, the Attorney 
was served with a complaint in the case of Maxicare v. 
{phonetic) in the Los Angeles Superior Court. 
We were made a defendant in that case. Maxicare, the 
intiff, who wished to acquire the FHP, sued us and the 
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a 
ou 
HFP 
r 
f 
h 
s 
tment of Corporations. So just to correct the record 
i At tor General lawsuit was not one in 
tment of Corporations. We have been brought as 
And And took our independent ition there. 
nt position, as you all know, was after inquiry. We 
we saw, one, that the proposed conversion was without 
written approval of the Attorney General. 
ir 
e 
1 
Even though we had a 1977 settlement agreement with 
the case of People v. Gumbiner. which specifically 
ir coming to the Attorney General for approval any 
sel ing. So we believed, and do still do believe we 
contractual right with Gumbiner to come to us. Two, we 
out 
i 
d. 
We 
t 
looked and thought t in fact FHP had not 
Corporations Code 5233(d). i we is the 
is basically t, if you are self-dealing, you 
t st in town. , f 
t was remar 
to we lieved was li mar t 
we were in the lawsuit. t, 
ir s 
those 
st 
it 
, is why we were 
s clear to 
us on some issues. 
court. court 
we reta 
ust jur ict Not 
sta 
act, 
s. 
-4 
of charitable trust has not been repe 
dut s to be there. 
And we have powers 
a 
power 
They did not agree that it was an appropriate case for 
or el inary injunction. But that under our 
our common law and statutory powers that we should 
in damages of -- against the defendant if we thought that 
was appropriate. Expressed in the record that there were some 
concerns about valuation. But disagreed with us also that the 
(d ision of section 5233 was applicable. 
And said it was only (b). A kind of fair market value 
assessment. Not the very best deal in town. Our view is that it 
is (d) • And it is something that ought to be addressed by this 
Legislature. It is further our view in that lawsuit that even if 
i S (b 1 the standard of fair market value was not met in 
that ticular case. And that's why we're still in litigation. 
Bu 
1 ig 
I would like to say that it is not our position that it 
u to best bid no matter who t 
Whe r it's a competitor or not a itor. 
must be fairly trea 
char it trust 
CHAIRMAN McALISTER: 
: Have 
s one 
-43-
That the Knox-Keene Act d 
And that 1 s why we re in 
right. Thank you. Mr. 
at any other convers s 
MS ORDIN: s the news hit on Foundation, we are 
at too. We not independen 
at before that time. 
MR .. CONNELLY: Are you able to provide information about 
t or are just starting to get into that? Where 
are 
MS. ORDIN: We're just starting. 
MR.. CONNELLY: And just so I under stand it. You're 
to continue, or the AG intends to continue the litigation 
te 
tr 
Because 
on t criteria is to be used in valuation? 
MS. ORDIN: Yes. And, tually on this case as well 
MR. CONNELLY: I see. Thank you. 
CHAIRMAN McALISTER: Lancaster. 
MR.. LANCASTER: if at of a point. There was a 
s 
a 
terminat 
was 
as 
re si 
ile with the Department of Corporations. 
was made by both agencies, I guess, 
r 
juri 
lit s 
re was an oversi t n not 
'83 
normal ict 
as 
to I h, 
other 
as conversion was 
correct 
ORDIN: 
s 
r. 
is r t. 
ff as well. 
your nor 
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re 
was right. We d 
i was a 
e, are now 
ibil as 
not 
t 
At tor Gener 's off is concerned? 
MS. ORDIN:: t's ri 
MR., LANCASTER: By law? 
MS. . Yeah. t's right. But -- and, you know, . 
re wou those who argued then you're normal 
respon ibi t s tend to be somewhat coextensive. But, at least, 
we're not in regulatory phase 
• MR.. LANCASTER: We're now in the nonadministrative of 
it. You 't have to sign this off 
MS ORDIN: That's right. 
MR. LANCASTER:: don • t review these things. In 
o r words 
MS. ORDIN: That's right. 
MR .. LANCASTER: Okay. Thank you. 
CHAIRMAN McALISTER: That is, they have gener 
j ict over i table trusts. At any time they think a 
t i have the du 
g 
MS .. ORDIN::: t. 
CHAIRMAN other guest s? 1 
ri L 
" ORDIN: much. 
CHAIRMAN McALISTER: Now, we go to respectives on 
iness conversion. Mr L. Ke 
& Co. Go ahead, sir. 
: Mr. irman, Commi rsons, to 
-45-
he e to k a litt bit about business t s. 
r comments I just he 
accounts. t's relati unusual. 
UNIDINTIFIED: You d It t from tment 
of at You them from me. 
UHIDINTIFIBD: You just heard it from one member. 
MR. KELLY: I am a partner in the Los Angeles of Peete, 
Marwick, Mi 11. I specialize in health care. And have been 
to 
l 
di 
I 
bus ss ions and a variety of other serv s 
What I'd care organizations for the past 13 years. 
ove next few minutes is review the convent 
te iques with you. And to lead into a 
Tanner Lehman Brothers about how you choose 
s in rforming a business valuation. 
it • s ir to t the types of business 
t were enumerated by Commissioner Tom are 
ai l 
s • 
a n 
uat 
s 
, rea 1 by 
first is asset valuat 
i ic assets is 
re 
it i s, 
accountan 
t I 1 d to ri 
to te 
a bus ss i 
r ie t s -- we 1 
-4 -
an 
ss 
• 
i t in each of valuation approaches those assumptions 
wi 
s ifican 
is 
mar 
r 
we --
val 
re 
? 
0 
can 
cor 
ly affect ending valuation value most 
s in the asset valuation area. t are 
costs of those assets? What size of the market 
se assets? Is it a large market? Is it a small 
, 
assets be converted to alternative uses? So 
rough a process of, in fact, adjusting the book 
at to reflect the current value of a 
ically, in the inventory in the plant area assets 
r see most sizeable writeups in value. 
second generic valuation technique that we 1 d like 
to discuss are earnings multiples. And this is used to by by 
ants 
a 
n valuat s in valuation techniques. But not 
IRS. And the earnings multiple technique is to 
1 ly traded companies in the same or high s ilar 
Deve an earn s mu 
mar to that mu to histori 
earni s. 
certain is an area where there is 
ity curren in the HMO bus ss. 
e, I'd say, over the past 24 months in 
HMO earni s. And market, here, is v 
terminate o the tential risks and the 
ss. 
ies 
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t 
as 
can se 
ions 
to 
a hi 
re's 
ea n 
s r share multiple comparison. 
s. 
of the earnings measure, again very crit al 
chose historical earnings or expected future 
is is a -- this becomes part lari lematic 
re have a startup enterprise that may have sustained loses 
several years. But is starti to enj earnings 
e s growth. And you have to make a judgement as to ther 
t historical set of earnings is more appropriate or a 
earni s is more appropriate to set the value. 
The value in the earnings multiples 
re 
v of ible assets is really not significant to the overall 
value Although it may somewhat affect it. And re 
, aga , is that the market is relatively efficient and 
e And that, there re, it 1 s a good edictor of 
e value 
final valuation technique I'd like to talk 
f eal mu i of 
h is a 
discoun 
if you 
set of 
f 
of its 
is discoun 
tee i 
ture cash f 
at it from a actical s 
e going to do is va some numbers of years 
u e. set some terminal on 
t earnings stream 
a f tte is to 
a s will As sum at 
-48-
is 
it 
t 
• 
time earnings growth stabilizes and that you can set a value 
on at that point in time. Again the key assumptions 
of the choice of historical versus future earnings. And this s 
going to have a very significant impact on the total valuation. 
Secondly, if you are to use historical earnings, 
ther you carve out nonrecurring costs. Their development 
costs • Initial marketing costs. Initial organization costs 
ref 
af 
in those past years earnings that would affect -- could 
t significantly the valuation. 
The third key assumption is the potential for growth. 
And certai if you look at you HMO multiples today, much of 
t's ref ted there is an expectation of very subtant 1 
future growth. And growth on the order of 100 to 100 percent in 
r s enrollees or in revenues. Not on 10 to 20 rcent 
So t so that expectation about growth which is built upon a 
e of the market in which a company operates. It's an 
i to move to other markets is going to have a ve 
ign ican 
etur 
two, 
wi ? 
t on ending value. 
, finally, what's a reasonable expectation of a rate 
that rate of return assumption is a combinat 
risk is there that that growth will be ach ved. 
t's a reasonable reward for invested monies to 
robably hardest part of valuations is to 
dif renee tween what I say is va 
it certainly has something to with i 
-49-
r 
a 
r as we as rs 
ice 
mar t. 
terms 
at 
if 
as 
accountant, are t 
ngs. if we go back to the IRS finit re 
t an exchange between a r 
t al r brings to an exchange an 
a sel r 
tation of a 
contribut to it. 
ich is different from that stand a 
e are a var ty of reasons for that. A purchaser 
ement talent, for example, wou often pay a 
ne s 
emium 
might is value for a company. Just to in 
t A purchaser wi access to capi Or wi 
businesses that can benefit from acquisition, a 
a premimum over what we'd ca the value of 
fi 
r 
a pur r --
own market 
wi 1 
to if rentia 
t gets set out 
r even several, 
f 
Tanner from 
t 
ove va 
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is ticular 
is dependent upon 
a 
re ive 
tween t d 
will 
is. 
ill t ue to ta 
an 
• 
result, and I think it's been mentioned already this morn it 
s ve judgmental process. Both to choose the more 
iate valuation techniqued. To use the informat 
garnered the other valuation techniques to affect that 
final to set assumptions which are reasonab 
Given very specific market circumstances a company f s 
itself in. And the assumptions in many cases are at least as 
important as the valuation technique that's selected. Having 
sad t, I'm certainly available for questions. Or we'll turn 
t over to Mary to talk about. 
stion. 
to 
How 
as 
earn 
MR. ROBINSON: Mr. Chairman, I just have one quick 
CHAIRMAN McALISTER: Yes, Mr. Robinson. 
MR. ROBINSON: Using going back to your -- be 
r 
non IRS standards, earnings multiple, and whatnot. 
previous witness, the Department of Corporations 
t they used IRS standards. What 
tes to good wi and other -- the other i 
at ion? 
MR.. KELLY: Well, presumably the goodwill or 
ue a corporation is reflected in its earnings 
So t using a --
MR.. ROBINSON: And the IRS would use the ear i s 
Um-hmm. 
MR .. Historical earnings streng 
-51-
business. 
re is 
ofit 
MR. KELLY: Yes. 
MR .. Five rs normal? 
MR .. KELLY: ars is a normal pattern. Depending 
sto of company and how long it's in 
MR .. ROB Okay. Thank you. 
McALISTER: All right. Thank you. 
MR. LANCASTER: Mr. Chairman? 
CHAIRMAN McALISTER: Yes. 
MR. In the case of nonprofit organization 
no ea n 
MR. KELLY:: 
MR .. 
MR .. KELLY: Ace 
MR .. LANCASTER: 
re is a --
What would be the earning strength of a 
tion of a net --
Assets. 
i Sure. Net assets. 
r wor r you've 
own. But that 
I have net from 
Ye 
you were to at most of 
do 
t 
-52-
a net income 
ear a 
ar to 
fit 
organization. Except for the fact that it's not subject to tax. 
MR. LANCASTER: Okay. So, therefore, there is a 
relationship. And so that's what I 1 m trying to bring out. 
MR. KELLY: Sure. 
MR. LANCASTER: They do have an earnings strength. IRS 
rates book at that. 
MR. KELLY: Um-hmm. 
MR. LANCASTER: In effect. 
MR. KELLY: Yes, they do. 
MR. LANCASTER: As you would in a private situation? 
MR. KELLY: Absolutely. 
CHAIRMAN McALISTER: All right. Ms. Tanner? 
MS. TANNER: Mr. Chairman and members of the Committee. 
I'm a managing director of Sherson-Lehman Brothers, Inc. which is 
an investment banking firm headquartered in New York. It's a 
s i o American ress. I 1 ve spent about eight years 
rate at r And prior to t five 
s commercial banking in venture capital. Most of my 
stries. 
town, even 
r 
act ce r s to lth care and high technology 
As a resu ich I spend a lot of time in your 
f I don't live here. Or in San Francisco, more 
Tom s discussed the various methods of valuation. 
t ve summary, indeed. As indi 
s can produce widely differing valuations. So 
-53-
IS tant to 
s are 
teness of a ticu me 
-54-
on 
ate. 
circumstances i 
And in 
two thi s come rst 
ust ie Sil 
• 
Va Sell the s iness to someone else. Invest addi t 
s in the business The nature 
termines 
value. 
kind of va tion 
the action 
methodology and 
in lar 
the 
1 
t 
1 of 
And I 1 ve used a word "going concern." What does that 
an? Well it's a irly important concept in valuat It 
ans business opera t i as it normally does in its current 
titive environment. Making long term as well as short term 
s s regarding investment in factories, in peop in 
b ine s areas. 
r 
he 
There is another way to look at valuation. Which 
ves around the concept of control. And that is at issue 
in ur discuss ions regarding the Orange County situation. 
means t sa of business itself. Not the e of a 
f the business. In other words, not the sa of 100 
i 
t 
stock a company. But the sale of 100 percent of 
re, we s ry strict disti i in 
tween mar t value of a goi concer valuat 
alue. 
all of 
value of selling a cont 1 
n a market value sett 
interest in a company. 
it would be as if 
So, for 
u cal 
e asked to 
r valuat 
100 ares in American ress. 
would con 
r you 
r o e 
- 5-
ht 
rable 
was 
s 
k 
re stocks are sell What Mr. Kel 
mu histori 
s to the particu 
ges 
s 
you're 
is 
is of 
g t use a discoun 
situat 
f But of a ve 
ic sort. And that would be, example, what 11 
ce eciat and what wi my d 
Now in a transfer value situation we•re 
of 100 shares but a value of 100 percent 
re is generally a emium paid control 
is We , Mr. Ke es a r 
For example, a very frequent analysis our rate 
k us to in is whether I ld buy or i a 
ss. 
a ss to ve 
ld I ild it from scr 
go out and do it? C ar 
by hir 
re is a 
i 
trans r va circumstance 
case is r is one o 
ana sis are di 
transact 
r s t re mar s 
me at 
-5 
I 
tive 
emium 
r 
ss 
con of businesses. It is important to recognize, as 
Ke suggested t answer can dif ren 
different people. For example, a corporat ss 
tion 
flow 
i is very simi to its own tr 
savings. And, therefore, the inputs to his discounted ca 
wou be dif rent that yours or mine. 
And he'd be willing to a hig r ice. One 
t is tant to recognize about discounted cash flow is that 
i s sort of like analysis. Garbage in, garbage out. You 
to ve care that you give r care ht to 
ta ich you are using your ana is. That 
ass are realistic. That they are ach 
t es 
I d it to you that one of the most t 
ts term whe r bas iness ject s are 
t are ing used in the valuation s an 
em en k ls ement 
0 sinesses is 
I in of enj r 
e r re re 1 s a cons 
ng on r . the use of j s 
s so 
undernea tween 1 s 
is emen 
rs 
t t ve circumstances. So, r 
-57-
r ardi issue of ins rs it is tan to 
t of ement is not an s 
But it is ve , very difficu to i in con i 
of a ss. 
So I ink, in conclusion i this is a topic t I 
earn ead and r on eve day cou 
ite a while. re's no ana ical 1 
value t is appropriate in a t 
Certai sa control 
f And a review comparab transact s 
more iate the ana sis of, , 
rnings mult or publ market valuat s 
se t va t ref 
t 1 re go to on 100 t 
n terms stock ice and div depreciat t 
c ar as ective 
luing a ss. 
re are val ject s 
venture italist e 
to sell bus 
max 0 
ssar t 
i 
a 
c 
s 
we 
CHAIRMAN McALISTER: 1 ri t. 
you, very much. Apprec te t 
M.S. TANNER: pleasure. 
McALISTER: We will now to Bruce Bunner 
the Department of Insurance. 
Pause.) 
BUNNER: Mr. Chairman and members Comm ttee, 
deligh to be here today and share with 
sues. Particularily as we are confronted with w 
or 
tment Insurance. I think the outset I 
a ituation directly on point. In that hospi 
not 
n 
profit entities with the Insurance 
is for conversion with Code. 
we are not 
confronted 
t 
scenar 
mutual 
really conf with 
with prob And will 
ss we some 
I rmitt t 
st ing we 
conversions r 
s to stock s. 
r to i ze is, 
1 wi respect to the i rs 
re va are 
i 
er 
situat 
to 
lliams act. You 
-59-
't 
serv 
not 
sec 
a 
t 
e, 
f 
ourself into that t area. 
So we ge into se k s of issues 
to be a little more jective. And s 
, us direct our attent s anti t 
sues. the competence, integrity, if you will, of 
ement or iror. And f i 
the acquiror. So that we don't run some 
So 
e 
ts 
k 
know, financial type disaster or debac 
kind of ings we do focus on. So, ite 
we've had some typical acquistion mergers and 
the area of rag buyouts as an example. 
s issues I just ment are typically 
we focus on as opposed to the price of the acquis it 
r se r, if will. 
, I ink, for the most t the valuat ssue 
e confronted wi come context of our act it s 
surance e . 
we I 
, as es 
me I m ht give some 
s nee a 
se 
a 
s tuat 
ar 
-60-
t recen went 
f a 
• 
if rent class of business which was financial guarantees. 
rvat 
a s 
s 
ement 
to n 
the 
month per proceeded to, 
particu 
the over 
product$ 
So, as a result, the Department had to move 
And within that environment we were trying to come 
i some sort of a workout plan in order to preserve or 
t 
most that we can of those particular assets. 
sically went like this. We approached peop 
as to what their interest might be in acquir 
of that business. Which has typically 
's been around for the last 50 or 60 years. i 
the personal lines and homeowners and au i 
ss with respect to the farmers. 
a sense separate out the financial guarantee 
tuat 
were 
wer 
on 
we 
n 
to 
lem. Which was real the cancer 
One d s r 
some is wou to 
assets and liabilities t 
environment. We tentative agr w 
st we cou find within the mar 
dissa isfied with it. 
agree to go to court wi 
meant I our dissatis 
r r ies 
t 
titive bid on that t icular -- on 
-6 
is 
t 
i 
w 
p 
i 
ring 
a 
we were success 1 in st 
s. i 
to a cour s tuat 
dif rent reasons 
te 
se assets and liabilit s, if you will. 
or insurer was just sort want to 
came 
In one 
ti 
seek 
r 
itors out the mar tplace. i wasn't a t te 
But in other cases t was ve 
two f se ies wan to 
state. saw some 
we mainta an 
So, essence, we, 
f will. And we went to cour 
I eve se 
tment. we've 
the context a 
E 
account 1 
rom r 
f 1 
se 
- 2 
clear a 
ir 
r 
wi 
out a 
t. I 
t I I 
to a court 
titive 
we cons 
i 
star 
convert 
s I 
i 
situat 
rat s 
t to 
rrn. 
wor t 
I I 
situat 
b 
s tuat i was going out apprais on the ea estate 
tting ate 
mar t value of 
tat s as to 
were the two 
t 
1 
justments. And 
bonds were. 
li ili side was i actuaries 
ical validate the loss reserves. 
And then computing time va (unintell 
ss reserves in order to develop an economic 
And to me, that was sort of a beginning point for any type 
o t might come in for the value of that company. Now 
t are there, I think these are some 
t other people making presentations is morning were 
on. And re' s no, you know, strict way to fol 
i s. 
issues t are there are, I But some 
force. 
of 
I ink company finally did acquire 
lFarm situation certainly did look agency ce. 
ss 
te. 
e 
s 
n 
i s t will 
try 
t to 
as to 
to ve 
ce 
t 
iness 
fits were 
were to market 
t was 
re. 
t.d 
, certain ter rights wi re 
I guess re there 1 s a 
at Tax issues. 
s sor We star 
rating 
out i 
b to re tween $20 $ 
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t to 
s car 
m 11 
en five or ten cents on 
Have a s 
conservat ss 
situat 
Insurance, 
We curren 
received a 
We basica 
a t 
the same k 
agr in 
it 
inc 
come. But in one sense, we 
issues are 
1 as to a wor 
s st 
same approach. 
ness t we will trans r r 
i 
k going 
is 
rwa 
k 
k t 
CHAIRMAN McALISTER: 
Ye 
r 
m 
ve 
-6 -
t ad 
t we 
r • 
mor to r 
wi 
1 a 
s 
rat 
n 
of 
re. 
to 
as 
s 
t 
• 
a 
Ca i nia 
tment was 
effect go to a b 
And as a resu 
went down and there 
e ich 
in sett 
ing process 
was no buyout? 
or 
te --
iat 
se 
se 
t 0 
enti e 
MR .. BUNNER: Well, I can't i 
Insu 
one 
A 
re we've gone through this process t t 
failed. I think we can think of some situat 
buyouts, l you will, and they perhaps 
to their tat ions. And I think, 
a nee is a good on poin . If want to k 
i te knight came in, some ing 1 i ree or 
er r t was 
was paid at t 
, in retrospect, they wi 
i t 
en 
r ex i 
rn Pacif 
ink t 
Becaus 
s 
rate env ronment. t 
t 
i 
come 
-6 
gu 
we get to 
ad. So we have some 
not, in a sense, provided 
lines wi in Code. And, bas 
financial s 
rnal polic s. 
ili 
Even 
or if there were 
ly, we're 
and 
t we 
t want anyone or let anyone acquire a company if the future 
ect demonstrate 'd have to bootstr t 
t acquisition. 
MR.. JOHNSON: Yeah. Isn't that a problem, genera , 
country. With all of the 
MR. BUNNER: Well, that is a 
MR. JOHNSON: Not just in the insurance fie But 
ss genera 
Mer ers of one k 
with the tr 
or another that 
Sure. 
toward corporate takeovers. 
MR. JOHNSON: -- bidding gets into an escalat 
iness after the fact may not really be wor 
rough. t ss so 
an economical v stitut 
r i a se, 
environment. 
-6 
so 
the ef 
t 
t 
So t ings us k to the focus where it 
t our envi onment s i rs at we've 
some j i their situation. 
to 
MR .. . In r s, @ e .. 
a j ement as to the publ need that 
re. a i t public 
wi I on one hand. The max iz 
But side of that t ing to protect 
1 ma tain that 1 protection. 
MR.. BUNNER: Well, t's right. it 
ive or 1 issues. And, I guess, 
guess those as to r you made 
t But we t those gu 1 
JOHNSON 
MR.. BUNNER:: we them. 
CHAIRMAN McALISTER: Mr. Robinson 
s 
. 
.. 
s. 
Mr. Bunne 
you 
ement f 
com 
me • 
f e 
AG 
trust But 
at t yo re 
conservator 
e, te 
s 
s. 
i 
a wi ve ti 
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b 
s. 
comes 
to be 
i 
s 
can 
iate 
w 
s 
grow. don't ei r b k mark on 
a e in 
ement. 
r. 
At ast t was the test earlier. 
MR. JOHNSON: Well, as I think I mentioned earlier --
. 
. Because too, were an accountant 
r li , weren't you? 
MR. JOHNSON: I beg r pardon? 
ROBINSON: You were an accountant in 
e not? 
hter.) 
. 
. No, but I mean it's something you 
I mean, if you b testimony that we recei 
to 
ement, a vi uct, 
r Brunne is deal in very adverse situat He 
nt t 1 s e is rotten. An I mean that s 
an I 
s ff e 1 re mar t s 
r actua st is r to get a p f 
a of mar t pffft. t t 
s s B mor e guaran 
t 1 s not, I me to 
s i s st 
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r 
k 
tr 
we used 
ies 
r 
r 
i 
i ren 
If is i so well wi the bidd process wi 
s I use word, you know, to very 
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MR. TOM: That's correct. 
MR. LANCASTER: Thank you. 
MR. ROBINSON: And I've never disputed that-- the 
reason I'm pointing out the times, Mr. Lancaster, and I think 
it's important, and it shows the state of mind that they 
envisioned at the time, one not only going public, fine, not only 
going public. That's one aspect of it. But the owners, the 
new -- the new management who was the old management were going 
to take care of themselves in the first six months. And that was 
envisioned at the time. It's the state of mind-- I think it 
indicates, and I'm not disputing this, it was required by the 
Federal Securities Law, 1933. 
MR. TOM: Mr. Chairman, I'd like an opportunity to make 
an additional remark on this subject. Urn, and that is that the 
urn, from the date, from February of 1984 when this charity was 
crea it was-- it became a charitable organization, I don't 
dispute at least the possibility that the directors may not have 
been exercising the fiduciary duty that they had to select out --
MR. ROBINSON: 
attacking the directors 
I don't think they had time. I'm not 
MR. TOM: I just don't -- I don't know the answer to 
that question. I think if the committee is interested in that, 
should secure the testimony of, you know, of 
r esentatives of the Foundation. Or of -- you know of Sierra 
tion for Heal Urn, the uh, Mr. Schwartz indicated that 
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approx te three million dollars where Amer icare funded up to 
ree million dollars for the acquisition and development of a 
res i real estate project. The advances under the 
agreement were secured by deeds of trust and as of June 30, 1984 
and 1985, the actual amounts advanced under those agreements, 
because the three million was the maximum, the amounts actually 
as of June 30, 1984 and 1985 were respectively 
Those amounts equaled, as of those $1,464,000 
dates 4.7 
re tive 
$2,111,000. 
3.3 rcent of the total assets of Americare 
I -- so in cone 
one, we were not aware at 
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don t lieve we were anyway, that Americare was, was to later on 
enter into such a 
r ir I 
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sets. Cor at 
ve is an 
t to 
ransaction. The transaction would have 
assume did require, although I don't know 
its Board, it was, I presume, you know, 
made of less than 5 percent of their 
are permit to invest in whatever 
iate investment vehicle at the time. I 
r this was appropriate or not. It 
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as a profit corporation. FHP is earni and did earn at the time 
i was a non-profit corporation earning at the rate of 
$40,000.00 a day. And, uh, there are successful 
fi 
fit HCSP's. 
ofit HCSP's just as there are successful for-
The mere fact that you convert from a non-profit 
to for 
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se 
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to 
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fit status may or may not any bearing on what 
scri rs. The price you charge 
r bers in a competitive situation as we have here in 
rni 
s 
is term 
gi 
t tive 
t Kaiser i 
ces. What everybody 
gi if what the insurance 
s are i , what SIGNA is charging, what Maxicare is 
s a matter of fact, able services. People 
choices on s. If, in fact, conversion 
the, , FHP's or Foundation's services 
reas to scri rs, esumably they would suffer a 
ive effect. You or I I f we were subscribers re, 
te go wi Foundation, or FHP, 
to r because it was icing 
of mar t. t~s ism that we rely on, 
-17 -
t law relies on for determ ing what's the best 
son makes that judgment, and each person in the mar 
r he's a non-profit or for-profit entity has to compete 
ars and my dollars and the employer's dollars. So, to 
lem is the fallacy of the underlying premise that just 
go from non-profit to for-profit status that there s 
t on urn, on the urn, the subscriber price. Certain 
cost of health care has increased. We all know that, but I 
r 
very many people who say that the reason why 
increased in all these various organizations t 
t care is because of conversions. 
MR. McALISTER: Well, do you believe that health care, 
r or no higher after the Sacramento organizat 
they would have been had they not converted? 
MR .. TOM: I don't know, I just don't think there's a 
between the fact that it converted and d 't 
what happens to the price of services. I 
, or anyone e e has that kind market 
lis ic share to be able to command whatever 
wants just because it wants to make more money. 
MRe ROBINSON: Mr. Chairman. 
MR. McALISTER: Mr. Robinson. 
MR.. ROBINSON: I'm looking at the prospectus. 
s , or did your office have any communicat 
i company's counsel as to their init 
had contained a valuation which was some 
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! t 
ce it 
First 
in 
excess of approximately 100 percent greater than what you had 
as a valuation? In other words what I'm asking is why 
did not $19 mi ion is not in this prospectus, but it was 
in the initial Sl filing. Why is that? 
MR. TOM: Well, well if the question is 
MR. ROBINSON: And did your office have any 
communication with the proponents of this deal regarding the 
inconsis tween their Sl filing and their filing with your 
of your determination of value? 
MR .. TOM: Mr. Robinson, at the time of the conversion 
rs that were filed with the conversion, I don't 
believe we knew about, nor were we provided copies of the Bank of 
America aisal, if there was one at that time. The copy of 
in fact it s a t copy of that appraisal, that I have is 
actual da August 1984. Now that was five months after 
conversion and many more months than that after they filed 
t i licat conversion. So I'm not even sure that 
there was a Bank America aisal for $19 million or whatever 
r was. 
MR. ROBINSON: we testified that it was Price 
Water use. 
MR.. TOM: In any event, we didn't have it. We didn't 
fi out it until quite some time later. 
r Wa e 
. 
. You testified in February 1984 there was 
ion. 
Yes, that's what we relied on. 
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• 
MR.. ROBINSON: And you went through that and came 
MR. TOM: Ten six. 
MR. ROBINSON: ten million, then or -- ten --
said -- then I came up with an Sl filing the same month that 
19 million. And you told me they were both Price 
Water use. Now it appears from some of these documents, and I'm 
i a tremendous amount of difficulty digesting it, that the B 
A intervened at some point with another one that came c er 
to Price Waterhouse than what was in the Sl. What I'm 
ki is did your office -- you made a determination t 
ue was approximately 10.5 or whatnot, and I'll have to 
notes, within a month there was a piece of paper filed in 
ngton, D.C. that says it was $19 million, and what I want 
is whether or not your staff picked up that Sl filing, 
did what did what did they do to try to correct the, 
i the differences between the two valuations. 
MR. McALISTER: They did find it, and they as 
MR.. ROBINSON: I know that, but I'm trying to 
tell me that, and then tell me how they came about 
MR TOM: The ah, the securities --
MR. ROBINSON: Because what happened is that 
tus they end up deleting all reference to it. 
MR. McALISTER: Yes. We noticed that. 
MR .. TOM: The ah, a copy of the preliminary 
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t Mr. 
was filed wi our securities division, which clears those kinds 
of public offerings stock, at that time, and I'm not sure 
exactly what point in time we're talking about, may have been 
that March draft that Mr. Robinson has, it may have been a 
sub t draft, I'm not sure, but in any event we did receive 
that, and as a result we inquired of the company about that $19 
million. Now you point out that as a matter of fact it was 
removed from the prospectus, but obviously it was in the 
eliminary and did raise a question in our minds which we 
pursued with the company. 
MR. ROBINSON: Yeah, but what the company did, though, 
Mr. Tom, and that's what I want you to explain to me -- what the 
company d , then is to hide from the individuals that buy 
stock, 
value, a 
tr it on the exchanges, the fact that there was a 
ead of around 100 percent between what the State said 
it was worth, and what the independent accounting firm said it 
was worth -- so t only the insiders had the benefit of that 
MR. TOM: Well, the information that there, 
re was apparently an appraisal, or somebody's opinion that at 
of conver organization was worth $19 mill , 
was not a ticularly relevant t for the public -- members of 
lie t were buying the stock at $10.50 --
MR. ROBINSON: It was relevant to the public then as it 
re to department. 
TOM: It was rele -- I agree it was relevant to us 
-180-
n i as regulators of health maintenance 
r it was necessary or not to make 
sc e to the public when they were buying the stock at a 
ti ar 
i was. probably somewhere like $50 mill 
this company, 
vant what it was 
I don't think 
worth at the 
it was 
time 
convers 
MR. ROBINSON: Okay, at any time did your office or 
r st ff i ire at the time of the initial application for 
d d inquire as to what appraisals were -- were 
re, t t company had done? And if not, why not. 
MR. TOM: We had the appraisal. We understood --
MR. ROBINSON: Did you inquire, request as part of the 
application for conversion with your office, did 
routine ask the applicant for all appraisals within the 
applicant. 
No Mr. inson, we did not. 
MR. ROBINSON: not, then? You didn • t it 
, so I don't understand why not. All right-- I 1 m 
to t -- that's another point for future -- I 
li to I guess I have your copy of the 
I 11 read it for the -- under "Legal Matters" of 
tus, are you aw "Stockman Law Corporation of 
the company and the sell 
t rent lict of interest. Your 
s the selling shareholder, for rs 
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the committee, is a charity. They • ve got the same lawyer. 
Now who is protected -- you can't protect both interests. 
MR. TOM: The interests of the char --
MR. ROBINSON: One, that's illegal right now, I mean 
we 1 ve -- I've changed the law, this year, you -- counsel ended 
, and they also ended up getting the same bond counsel too, is 
absolutely illegal. It 1 s unethical, I'm informed by the State 
Bar since 1935, for a law firm to do something like that. And 
the State didn't pick that up. It says right here. You 
don't think that's a conflict? 
Tom? 
You're a lawyer aren't you, Mr. 
MR. TOM: Yes, I am. 
MR. ROBINSON: Is it a confict of interest to represent 
the company the stockholders of the charity simultaneously, 
in this type of conversion. 
MR. TOM: I don't know. However --
MR. ROBINSON: Would it raise ethical questions for you 
as a ivate actitioner? 
MR.. TOM: Was it in the, excuse me, was it in the 
conver -- I .. you di 't finish the sentence--
s 
MR. ROBINSON: Stockman Law Corporation of Sacramento, 
nia, as counsel for the company and the selling 
reholder s rendered an opinion on the common stock being 
se li shareholder and is duly authorized, validly 
ul , and non-accessible, etc., etc. 
MR. TOM: I don't understand what the conflict is. 
-182-
e 
MR 
t 
rse interest between the ling 
both want to sell at 
i tur out to be $10.25 a share. 
: As far as market is concerned. 
TOM: Yes. 
TOM: 
. 
. 
sen 
vi 
But as far as these other shares that I 
's not the same. 
That is not what the sentence says. It 
toe , or Stockman, or whatever his name 
i parties in connection with 
part s as adverse parties. 
. Is counsel for the company and selling . 
ing • 
: Well, the rest of it is the normal 
You know, that if it finds that they're 
r an opinion under this lie 
and validly issued That's a 
s out --
was counsel -- all right then, 
was counse charity at the time this 
t t informat 
-183-
MR. McALISTER: It was Stockman. 
MR. ROBINSON: Yes, I know it was. 
MR. TOM: Then, then -- I don't know. 
MR .. ROBINSON: I don't ask questions that I don't know 
answers to, Mr. Tom. Here, you can have your file back. 
MR. TOM: Were you a lawyer, you'd be a very good one. 
MR. ROBINSON: I'm not. 
MR. McALISTER: All right, you may proceed Mr. Tom. 
MR. TOM: Thank you. I was speaking about the 
Consumer's Union testimony and my views with respect to the, uh, 
assessment of the public effect of a conversion, the other point 
that was made as I understand it, was on value, and I believe we 
have responded to t already too. Then there was the video 
esentat Um, if you will recall to my testimony at the end 
of the morning session regarding the facts of the foundation 
conversion, I think that it should be apparent that there were 
s n ficant differences between the statements made in the video 
esentat facts as I relayed them. The foundation --
in tion conversion, the charity did not receive $10.6 
mill t was the amount determined for the minimum 
guar ce of es that they received. The value 
consi ration that was received by the charity is the value 
of ca -- or is the amount of the cash that they have realized to 
te, s to about $10.6 million. But, also 
ue $5 million or some such number of s 
cont to hold. Whether you assign a value of $9.00 
-184-
e 
MR. 
t 
0 nt. 
TOM: 
s 
1 
e e 
, t 
wasn t 
Yes, 
si 
re 
ever 
c 
llar are 
re 
. 
. 
ransact 
is is 
i is ir current or 
r never ss 
in that convers 
I neve I d 't st, Mr. 
case, t what I'm ious 
up with 70 percent inste 
that's correct, but the r 
ex ion of the 55,000 s 
pointed out were -- given 
e no actual hard ue, , 
I unlike the s ion 
shares, and the public r 
r ir to be paid, urn, , that 
I urn, it seems to me 
accur of the apprai t 
t was t i mar t 
I mean, so i s 
, it's the 30 rcent 
i ty is to t 100 cent, 
initial test is 
Was t 
cent. 
is 
Americare 0 an zat 
-18 
own 
mo 
t 1 s t 
ame 
rcent was 
t 
f you 
a 
d 
ca 
rcent of 
to grow wi 
se conver 
i 
r 
is 
up with, some year later, or whatever the 
correct. But the 30, that, the 
r people, including members 
e. Now, if -- I don't really rstand 
you were to agree that the shares were sold 
t is wrong with a foundation up 
company, of a company, that now has far 
because they've sold 30 percent of the 
at a fair price. I really don 1 t see 
As a matter of fact, at the beginning of 
t one of the principle purposes 
it raising. Equity capital raisi 
If there is no ability to di s 
is 
ra 
re ts n terms of selling shares to the lie, 
s at a i r value 1 then one the key benefits of 
conve ti er e sts. 
r I would not argue wi u, as 
t ible and intangib i 
The successor corporation. But a 
instant windfall to the i I 
is gislature at the t is law 
was mean, it was envisioned if 're 
mean, n growth -- r the 
I cer -- totally support, wi Mr. 
and angi ins made 
ement. But at t is deal 
-186-
TOM: 
a 
7 s 
to, to 
a s 
case 
k 
j 
of 
1 
test 
1 
si 
Ms 
i t 
f a valuat method u use 
, re are so dif 
l sue s t one 0 
s, is i are 
value or a trans r value. Are u 
r or a ares at 
toe will 
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se rs s. t is why we have chosen not to use them 
When is it appropriate to ask quest s 
of Tom on r FHP in Southern California? 
Sure* 
1 right. Okay. At my request you 
with a copy of the note on that 
t it's a subordinated uh non, uh, non-
my staff what date was this note 
been as of the conversion date, 
It says November of 1985, but I don't 
It have been the date of conversion, 
1 2 or 28th. 
0 And say 10 percent r annum, 
s 's this note size? 
s li $28 million. 
million dollars. All ri i 
, on subordinated debentures, AT&T, 
i s credit, uh, approp -- approximates the 
8, went out at 101, which is et 
c So AT&T is paying a little more than 
a secure, negotiable securi 
-18 
MR. TOM: What is rna tur i ty of those securities? 
m not familiar with the issue. 
MR. ROBINSON: No, I just picked the sheet -- All I'm 
s i 
MR. TOM: The maturity value is very important, 
ir 
MR. ROBINSON: No, I'm--
MR .. TOM: (unintelligible) carries a much higher, 
g uh 
MR. ROBINSON: I 1 m picking one that's going at around 
at's a good security we all generally would accept as 
gene -- this is not an empirical analysis. What I am saying is 
is paper is not near as worth anything like AT&T, and the 
m 
0 
in my mi got treated considerably at 10 percent 
nterest, given this current market. 
MR. TOM: Uh huh. 
MR .. ROBINSON: 
up to is 
And I -- if -- what I guess -- what I'm 
question, is when you valued what the 
-- did you value this at face value, $38 
time value of it is kind of like the 
was tting, d 
t 
run is 
, we're 
chari 
we say we're giving people $2 million, 
givi them $80,000.00, and what this is is a big 
fit of the new corporation and to the detriment 
I want to know whether or not those 
s were rai by your staff, and if so would you explain 
I'm ? And I'm cer -- I'm a very humble man, I'm more 
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wi 1 to t. 
MR. lain where 1 s wrong, Mr. Tom. 
MR. Because if not, I would like you to loan 
MR. TOM: How much time do I have? 
MR., ROBINSON: 
10 rcent. 
$38 million and I will pay you 
MR. TOM: Mr. Johnson might take you up on it, Mr. 
MR 
telligib 
JOHNSON 
MR. TOM: 
You pay me $28 million --
matter of the interest rate, just as the 
matter of terms of payment, how much goes in cash, and how 
s 
e 
st 
i 
how it's deferred for how long, how it's 
ia elements, along with the price. Uh, 
one of the negotiated elements. In the 
s a riod of time when the , we 
i the Attorney General, we used 
tween, usua about between 10 percent 
Inter Revenue Service r tions 
interes , urn 10 percent is used. Urn, so, urn 
, can uh, uh, debate the question what 
rest rate would be if one were going out 
s securi , urn 
just discounting at 
to a public offeri I •• if go 
-190-
to discount, if it was allowed, ich it's not allowed, which 
s it even fur ••• more suspect. I mean, the imputing of 
interest is common practice. And if you want to talk about what 
Attorney General's regs are pursuant to the usury provision 
in the constitution, that's one thing, and I would suggest to you 
a tter parallel would be the ••• uh, either the Federal Reserve 
Rate, plus 5, which is used in other federal indices, or whether 
you want to use the ••• what we did, Mr. McAlister, with the tax 
structure both ways, is the prime rate plus 2, isn't it? Isn't 
charge for late payments, and ••• that's what that maximum we 
we back to the taxpayer when we're late paying them back. 
Uh ••• something 
that are 
like that. There's all kinds of other indices 
by the federal government, that are similar to what 
ivate sector uses, rather than that usurous limitation of 
10 rcent or 12 percent. 
me 
ru s on 
s, 
transact 
MR .. TOM: I'm sorry, I think I misled you, I did not 
Attorney General's ••• the 
us u , but IRS ' s r u 
know, where 
s, and this is neces 
ifornia Attorney General's 
on imputed interest for tax 
have notes and business 
to impute interest. 
MR. ROBINSON: t this is non tax exempt. This 
isn' a tax treasury ••• the ordinary treasury regs don't 
to this. This note. They might apply to whatever ••• they 
I t' s the other quest , is what the debt ••• listing 
I what ••• was this valued at face value in 
te ur approval? t's my final question on this aspect 
-191-
of is transact Was it valued at $38 million? 
We d not, we did not impute 
interest rate to discount the value of the balance of the notes, 
so guess an we did not. 
MR. McALISTER: Mr. Elder. 
MR. ELDER: 
rrow $13,00 00 at 
Well, on interest rates, I just arr to 
percent interest simple, and no payments 
r eig 
t 
nter 
mon s, so you know, in terms of ••. I don't know what 
scount that out, but I thought it was a etty 
I too. 
MR.. ELDER: , you know, I mean, the market out there, 
about, almost on the same day, about the 
so I won 1 t have to make any payments on 
i 
r i 
of 
of 1987. So, it's kind of a, the 
re right now is not .•• you know, there is 
st structure .•• 
But can refinance that too, Mr 
is $38 million. 
I know the trustees t 
all think that it 1 s a marve 
int from the community, I mean, and I 
rs some unique advantages to distr , 
of trustees f 
f State College Long 
rson who is extremely support the 
~192-
arts, I mean, I t this is a ••• that 10 percent under this 
c rcumstance , have been, in fact, a very good rate of return. 
I'll tell you this, if somebody wants to give me ••• 
MR. ROBINSON: The law says that all the money has to 
go to ity. 
MR.. ELDER Fine. 
MR. ROBINSON: I'm saying that this •.• 
MR.. ELDER: If somebody wants to give me any 
•.• I' is announcement right now, uh, I'll let them 
5 rcent terest, 6 percent interest. I' 11 make you a 
I'll tell you what, 4 percent. If you want to pay 
4 percent on money you tell me you're going to give me ••• at 
some if date in the future, we won't worry about it, and 
I 1 even imputed interest taxes to the IRS and FTB, if 
're t bus ss. I think it's a hell of a deal. 
MR. ROBINSON: The analogy doesn't hold. 
ELDER: We 
MR. ROBINSON: And the law firm that drafted that is in 
e , not i Long Beach. 
Oc 
r 
MR. McALISTER: All right. Anything more Mr. Tom? 
MR. TOM: I don't believe so. 
MR .. McALISTER: 
r 1983 Mr. 
icat 
e t 
All right. Back to this one question, 
Stockman sent Mr. Zablocky urn Foundation 
for Material Modification, among 
re's a heading here, it says, Price 
FHP has substituted its own valuation. 
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1 p 
re ••• was that a .•• did you accept that? 
MR. TOM: I, I'm sorry, are we on FHP now? 
MR. McALISTER: Yes, October 15, 1983. Foundation 
MR. TOM: Would you repeat the statement that was made 
're stioning? 
MR.. McALISTER: Well, he says, here, FHP charitable 
i ues. Enclosed, but note following materials earlier discussed 
been substituted. Price Waterhouse valuation FHP has 
stituted its own valuation. 
MR. TOM: I , I don 1 t know. I can't respond to that 
I don't know what that's about. 
MR. McALISTER: What ••• the valuation of the non-profit, 
~s $ .6 million we're talking about. 
MR. TOM: Yes, but the substitution is your question, I 
, not .•• 
McALISTER: Yes. Well, it's rather terse, he says 
s its own valuation. On the second page of 
tte near 3.1. 
ts to r 
TOM: 
to 
I, I'm sorry. 
now. 
I'm unable to get adequate 
MR.. McALISTER: All right. Perhaps you when you go 
to office, you might discuss this with others and 
. . . 
I 
As 
do that and submit a written response 
you make a note on that? 
-194-
re 
rs 
ati 
i 
e 
MR. McALISTER: Sure, f All right, thank 
MR. TOM: 
Mr McALISTER: 
to eturn to 
commiss r? All right, 
patient ht 
At this point our agenda indicates 
Attorney General, however, it's 
t I wanted to ask if this is true, that 
at some 
UNIDENTIFIED: 
t to testify any more? We've a 
We are at your pleasure. We are 
MR., McALISTER: All right. All right, thank 
I guess just about wraps it up, 
witnesses who feel that they want 
on our schedule and contribute to 
i t. , we 
tic , 
is with some care in 
-195-
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h ponsibilities of the Dep r 
and Justice in this conversion p 
a ing. Two specific case studi 
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health care service plan, and the 
f Foundation Health Plan wh c 
xicare and CIGNA Health Plan a 
Inc. conversion process. Fo 
eduled for examination are: the role f 
the conversion process; the 
of a company•s good will; 
value; and, the charitable 
utilization after conversio 
egin at 10:00 a.m. on December 
ito . A luncheon recess is sc 
The hearing should conclude 
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be 6, 1985 
ue ted to esti are the Commissioners of Insurance 
rations with their appropriate staff and the Department 
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ng format is as follows: The Departments of 
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stimo on valuation of companies. After these background 
tat ons, the Insurance Department has been asked to testify 
s issues as they revolve around Chapter llA of the 
e e providing for jurisdiction over nonprofit hospital 
lan It appears that currently there are no statutory 
u ato ro sions dealing with conversion or the valuation 
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company valuation is determined by his Department in 
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he Corporations Commissioner and his staff will be 
vide a lengthy presentation dealing with various 
s and case studies. This presentation should begin 
ng and continue after the luncheon recess. We have 
p r nt of Justice to make its presentation 
he Corporations Commissioner•s concluding remarks in 
ess on. I have attached a copy of our invitation 
Cor orations Department for your review prior to 
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I have attached enclosures for Legislative Members 
o a ely 50 to 60 licensed Knox-Keene 
under the jurisdiction of the 
ions The prepaid health plan scandals of 
o he development of the Knox-Keene Act, 
ictio over these plans from the Department 
new y created Department of Corporations, 
hat medical and financial audits of the 
cte the Department of Corporations. Since the 
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iction of the Department of Insurance. 
r ed Chapter llA of the Insurance Code 
There are currently licensed 
i e plans. They are Blue Cross of 
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he Kno - eene Health Care Se e Plan 
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d linq transact ons are discussed in 
5?33. -A self-dealing transaction is a 
h corporation is a party in which one or 
ater a1 financial interest. The 
ovides a process whereby the Corporations 
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e tly or fraudulently. 
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osed conversion. 
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o 1984. In the Department of 
- o briefing for Legislative Staff, 
e that this conversion is a model. I have 
nf rmation an 11-page June 5, 1984 letter to 
d C nne1 y which was prepared by the law firm 
h lan at the request of the Department of 
e first five pages of the letter and pages 8-11 
at o of he conversion process for this plan. 
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have requested a number of documents which will 
se examination of this conversion. 
g e alue of a company, there appears to 
e hniques ut lized. Th are: discounted cash 
e of bus ness assets; and price earnings 
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compa determined and approved 
the value of a compa 's good will? 
be established to evaluate the 
ree s the public receiving a fair 
verts? Are the conversion monies 
poses? Are the state regulators 
onsibili of the Department of 
hese conversions? To what 
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hich were intended to provide 
rrently in existence 
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, Inc.? To what extent are 
in ng control over the 
conversion? To what extent 
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re oup lost tax revenue from the 
ted compa ? Does the Oepar e 
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hat extent should subscribers be 
t care subscription rates as an essen ial 
e di tribution plan? 
lso serves as background information on 
ommittee staff perspective. Ther 
ts for distribution and review during 
stributed at the hearing. Please 
you need a additional information. 
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er 
Assemb y finance and Insurance 
rim hearing beginning at 10:00 a.m. 
1985. The hearing will be in Room 447 
S cramento. The subject of the hearing 
o ibi11ties of the Departments of 
and ustice in conversion of a public 
on rof t to for profit status. The 
c 1 S o fountain Va 1 a 
Sacramento material 
ques conversion app ova a 
state agencies involved in 
Health Plan are fnvo ved 
ss. have requested ve a 1y 
nsurance with his appropr a 
stify. This request has a s 
ice. 
t bers of the Senate Insurance, 
tte cha1 d Senator Alan bbins 
desire his proced re is n 
ur attendance a d t 
o cfa1s: Depu 
W rren Barnes; Mr. Dave 
• M c ae1 Zablocki; and, 
y e other Department o s 
2 
u d have specified these 
a e ver t ree weeks ago to provide 
o ficials 1nvo1 ed in the FHP, Inc. 
ha e been pro 1ded in a timely manner. 
ur request for this list of officials is 
a our request r a chronological listing 
o ved in the months of September and 
P conversion process. We 
t he Depa nt is processing our 
e e mater 1s in advance of our 
es of the conversion of 
, Inc , We suggest that you bring 
tion of Committee questioning and 
n Depar ent possession both prior 
f conversion on the following 
lan for their request to convert; 
m di ati n to convert; specified Code 
d regulations d a11ng with 
ements, conversion, conversion specifying 
n a management coo ination between 
o 1 the conversion process (including 
t c ) and requirements for the 
s and financial audits; memorandums 
the Depar nt of Justice, and 
r D pa t 1n the conversion 
ical surveys and financial audits 
reement and stipulation of 
Ge ral and various 
ersion; articles of 
t p ans both approved 
able tru ts; copies of 
ub1ic/ r1vate sector 
fill r the previously 
ra sa of the plans; 
s both approved and 
u el pertain to the 
et rm nation of a 
's valuation, and 
your Department 1 S 
e su ect of 
e St ff of oth po11 
1 as the legislat ve 
e 
c 
i 
t em ers w 
continui g 
their 
areas 
1 h 
hat 
of the 
0 
vember 21, 1985 
P ge 4 
You and your Department officials should plan to stay 
he entire hearing. Your testimony will be one of the major 
age da items. 
I look forward to a written confirmation of your 
attendance and Department staff members in the affirmative no 
later than November 30, 1985 on our invitation to attend, 
p rticipate and testify. 
We will be recording this hearing. Written testimony 
a d materials submitted after the hearing will be accepted until 
December 31, 1985, and will become part of the official hearing 
record. As always, should you have any questions, please feel 
free to contact our Committee Consultant, Sal Bianco, at (916) 
45-9160. 
Sincerely yours, 
ALISTER McALISTER 
:el 
c. oward Gould, Business, Transportation, Housing Agency 
Richard Camilli, Deputy Corporations Commissioner, Health 
Plan Regulation Division, Sacramento 
rren Barnes, Office of Policy, Sacramento 
Bi11 Kenefick, Legislative liaison 
Dave Meadows, Division of Enforcement 
20 
• 
Angeles Superior Court No 2 
ly Health Program, Inc. 
a of this office 
ri corporation, has ente 
convert to it status 
HMO Heal 
f FHP, holds a rna 
s apparently been entered 
1 of, the Attorney General 
relevant 
Program, 
ss written 
· ' Rick McKnight \ 
T·.vo 
1985 
'm sure you are aware, serious questions have been raised in 
ase of MaxiCare v. Gumbiner with respect to the fairness to 
charitable corporation of the proposed offer by HMO Group, 
nc. Specifically, we have been advised that the self-dealing 
transaction in question may repre~ent an undervaluation of FHP, 
Inc .. i!1 an amount over $10 million, with the attendant loss to 
chari of said amount. Given the nature of these questions, and 
this office's past enforcement problems with FHP involving self-
aling and breaches of trust, we are extremely concerned over 
FHP's apparent violation of the express terms of the 1977 settle-
ment agreement. 
For these reasons, we shall be compelled to take appropriate legal 
action to enforce the terms of the 1977 settlement agreement and 
to prevent consummation of the self-dealing transaction between 
FHP, Inc. and HMO Group, Inc. until such time as we have had an 
tunity to thoroughly evaluate the transaction and determine 
whether or not it should be approved by the Attorney General. 
ould desire to discuss this matter prior to the October 4, 
1985 ari , please contact Deputy Attorney General Bill Abbey 
at (213) 736-20Q7. 
truly yours, 
le John L. Cole 
am Abbey 
loria Richards-Jphnson 
A be t Rodriquezw' 
-· 
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i 
a 
9 l 
as 
and 
appearing 
General of the 
. . 
-~·~•e Frank Eaton, Ben Holzman, 
Volpe, Irene Sweeney, 
... 
Inc .. , a california 
, a California corporation 
corporation; Physicians 
corporation~ Leisure 
Valley Land 
Associates, a 
.. 
II 
pa-rtnership 
Rcl 
{ 
to 
• 
2. Plaintiff and defendants, ~nd each of them, 
terminate the litigatio~ as between themselves and 
dispose of the . claims ~et. forth in said complaint . 
as hereinafter provided. 
Now, therefore, in consideration of the mutual 
contained herein, plaintiff and defendants, and each 
of them, stipulate and agree as follows: ~ ,.. 
1'hat Family Health Pro~am, Inc., a Ca.li.fOJ:n.a..!:a;..--- t .... • 
r"" •• , . . ---
t corporation, ~olds assets on trust for charitable· 
-
-· and is subject to the Attorney General's supervision 
California Corporations Code section 9505; 
·2 •. That Family Health Program, Inc., a California 
corporation, shall be subject to the Uniform 
• I 
.../ 
of Trustees for Charitable Purposes Act (Government 
. 
section 12580 et. seq); 
defend~~ts Family Health Program, Inc., 
1 Plaza Pharmacy Corporation, Physicians 
Company, Santa Ana Development Associates, 
" 
Land Development Co., Leisure Facilities, Inc.#· 
Associates, Medical Centers Building Co., and 
Development Associates shall make available to 
General, upon reasonable notice'· all of their 
iness books, records, and documents; 
no officer or director of Family Health 
-
., nor any corporation, partnership, or business 
• 
) 
-
officer or director 
financial interest, 
or finaneial dealings 
prior notice to and 
con-
A~torney General1 said provision shall 
individual defendant 
compensation for services rendered solely 
Inc., as an officer, director, or 
respect to each of the for-profit 
·-~-~ limited pa~tnerships, or 
and/or controlled, in whole or 
of Family Health Program, 
part, 
.. , 
-~u- 1 business with Family Health 
agreed by the. parties and stipulated in 
.. 
.. 
I 
\ 
rate on 
March 1, 1974, from 
., to !laza Land Corporation 
6,000 shall be increased, 
date its execution 
annum, the maximum rate allo~table 
1 additional interest accrued as 
2 
/ 
' I 
I 
' ' 
result said interest rate increase shall be 
paid by Plaza Land Corporation to Family Health 
~rogram, Inc., within 30 days hereof. 
(2) That the existing building lease between 
Family Uealth Program., Inc .. , and Plaza Land 
Corporation shall remain in effect subject to the 
following conditions: 
· . (a) That the Attorney General shall 
be provided by defendants with valuation 
data on co~~~r~~~ building lesses in order 
to permit deter.mination as to whether Family 
Health Program, Inc., is being charged fair 
.. 
market value on its building lease by Plaza • 
Land Corporation. In the event the Attorney 
General,_ in his sole discretion, deecs it 
necessary, a qualified appraiser, acceptable 
to both the Attorney General and Plaza Land 
vis .. 
be re~ained at the expense 
Corporation, to render an 
oi fair market value of ~he lease pro-
Said appraiser's finding shall be 
binding on the parties. 
(b) In the event the independent appraiser 
that Family Ue~lth Program, Inc., has at 
any time charged in excess of fair market 
2 0 
5 
s 
:~:.o Mu\LLJSTER !.TREET, R(JOM 6000 
SAN fiV,NClSCO 94102 
(415) 557-25-H 
tions 
treet, Rm. 800 
95814 
care v. Gumbiner 
c 565072 
are now aware, Judge Chernow denied this 
re st a preliminary injunction in the above 
matter on October 18, 1985 - holding, in fact, 
1 d to the belief that a damage remedy 
icient under the circumstances_ (I have 
of the transcript of the Judge's ruling 
information. 
aforementioned ruling, the court 
that significant questions had been 
ing the suff iency of the valuation of FHP's 
holdings and the valuation placed on the 
11" and that these questions had not been 
uments submitted to court -
Ernest & Winney & Higgens, cus 
's ruling, pgs. 1-2). 
also found that this of ce 
urisdiction to enforce FHP's 
the common law and, as such, 
ly enter into self-dealing 
regulatory approval of the 
t of the prior settlement 
') , , 
Richards-Johnson of 
tion for conversion wi 1 be 
action by the Department 
e advising us as to 
October 23, 1985 
Page Two 
whether, in light of Judge Chernow's ruling, your department 
will require additional valuation information regarding 
FHP's real property assets and "good-will." Noreover, we 
would also request that you advise us as to whether you will 
require FHP to obtain the Attorney General's approval under 
the 1977 settlement agreement now that the Judge has 
indicated that FHP has an obligation to obtain such. 
Finally, as we have previously indicated in discussions 
with your Department, we have serious questions regarding 
the oposed charitable distribution plan, which we feel is 
in violation of the cy pres doctrine. · 
We would appreciate it if you would provide us a response 
to these questions at your earlie~ convenience. 
Very truly yours, 
JAMES R. SCHWARTZ 
Deputy torney General 
I 
JRS:rny 
cc: le 
ea 
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3~;(l.tl(W.) Sub,scrib;:rr~ 
~fa.XJC.H'I!. wh1ch converted to 
fa~· :;t;ttus fc11r years .1g0, has 
'lcalth subsc:-Jb('rs ·in 11 
· states. The aaliltlGn of FIU". witi"x 
its ::20 :)()0 medJcal subscnbe:-s in 
Sou:tern Ca!:fo;-;;u, Utah and 
, Gu<Jm ar,d 70.0C{) denwl subscnb-
ers, wcu!d 
Maxicar•:'s 
i~s p:,ncipd m:l!"kcts, Southern 
Caltfo;-n , and S2.!t L:::.ke City. 
FliP C'>ia1rm:l:1 Dr. Robert Gum-
bir.er sai<i FHP had surplus re-ve-
nut:, the r.cr::profi~ equiv:Jient of net 
ear:nngs. of $H.C\ million in the 
yeu.: J~::e 30. u;> from $8.6 
and ~2.1 rrullion in 
Jn ;ts m;~. Mmcare :rvues that 
t;l..:: offer re:se~··r:ts fair 
rrzket va~u>? ar.ri t:1a~ Fi:iP must 
accept the l::d m order to 
;;:onverL :.b:ccare Cf:a;r:nan Fred 
WasserrEan said his firm's bid for 
between $60 
million and m1llion" i1 it 
acce~~s to 
In other cases. cotrrts have held 
t..'la~ when charn.able assets are 
sold, must go tu t..'Je 
But Gum ':;iner and Fl-IP 
H·Juck said do 
FHP must accept 
of 
20 
a comnany 
Gl:mbincr and 17 other 
-mvestors, to as:>ume 
bco:mess after the eonver-
::Don. who f<:n.:.'1ded FHP 
in 1801 and also serves as its chief 
executive, owns 50.5% of HMO 
Healt.h 
of 
had pro-
$47 as the fair market 
of FHP's assets, when it 
,.,,..,..,.,.,,,,,,, the G•Jmi.Jincr bid, 
to value at $.'36 
million. It said 
price based on 
dited i,nar:cl<:l statements. 
0:1e , f:lcd 
agement with its 
quest tc the 
rauoru, 
charitable 
the open market 
~aked last 
would ~ve 
lion. FHP says 
p-oss!y overstated 
ing Wednesday, 
health-care 
plummeted on ul"1~dl,rfllln"1 
tndustrJ's 
growth haa co:ne 
Gumbmer said 
forced to .l'iCCept OOcC.U!:il1''!! 
bid. he will stop the ""R"·~-'~"" 
Judge Eli Chernow's 
after Hawthorne-based 
filed a lawsuit last month to force 
nonprofit FHP Inc. of Fountain 
Valley to its 
ea.sh offer of 
offer from FHP founder Dr. Robert 
Gumbiner and 17 other executives. 
At stake in the ease the 
ultimate and of a 
nonprofit HMO 
breaks and llm•ernrment 
FHP executives from ~'"'""'"""'­
ing their $36-million 
$36-million offer 
million in ea.sh, with 
disbursed over a 
ButJuclge 
the Department 
and FHP, said, "An conver-
sion, under the law established 
the Legislature, doesn't :require 
sale to the highest bidder." 
Maxica:re, which converted to 
for-profit four years 
650,000 con~;uroE~rs 
health plans in 11 states. 
addition of with its 220,000 
members in 
Utah and Guam, would have signif-
icantly increased Maxicare's mar-
ket share in two of its principal 
markets-Southern California and 
Salt Lake City. 
FHP still has some hurdles to 
however. Its 
conversion. 
The detmrtm••nt 
for anew . of 
Please 11ft MAXI CARE, l'alfe ll 
making COIOCE!rnS, aCC<lTOillll 
Department of 
Services' Office 
nam~e Organizations. However, 
most conversions have involved 1 
purchases third 
say, 
ers ofthe M~~~~A'" 
ith R 1 
's $36- *lion D 
hate to sei!! cheated out of $14 
be said. 
added that before Oct. IS, the 
Chernow set for a on the merit:> 
an he expects to 
sider our offer." 
FHP John Houck disputed the 
llf""nPl-:o!l'!!t entry in the matter, 
mg state statute makes the 
of Corporations t..'le regulator of conversions. 
The law doesn't "com template an auction to 
the bidder, but rather than the orga.-
uu""'·"'u will continue under the same man~ 
agertteDlt,"' Houck said. 
He added that the department had 
proved the $36-million offer only a.iter 
p-endent determination of the value of FHP 
Inc. "The $50 million is an e.'(arnple of an of~ 
fer I.ruilde far above the fair market value to 
elimin.at.e a rival," Houch a.~ed. 
suffered 
burns to her i'!c:::Jd, 
face In the Feb. 25 ncctd<'llt 
the InaLJII Dune:> R~.-creatJOn Are.:> near Los 
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L. Barnes, Esq. 
t of Corporations 
Street 
, California 95814 
icare Health Plans, Inc. 
("Maxicare")/FHP, Inc. ("FHP") 
s : 
opportunity to make a 
the FHP public file on September 
d to inspecting the balance of 
18, 985. I am writing, at this 
you several items relating to 
assets of FHP. 
f FHP 
Board of Directors of 
3, 1985, an offer to purchase 
stantially in excess of Maxi-
. Although the exact dollar 
until the inspection of the 
care anticipates that its 
all material respects, satisfy the 
settlement amount suggested by Mr. Zablocki 
7 
it A 
LATHAM 6 
2. 
q 
5 
of As before, are 
an al - a 
transaction. 
full upon the 
off 11 make available to us 
b ance of the FHP file. In 
d like to review the Valuation 
received by your office on 
i , file we inspected did not 
proposal from FHP's inside directors 
amount, teros tallment schedule for 
le settlement upon the proposed conversion 
s o Mr. Zablocki's letter of 
to s . Mueller, Esq. In that 
listed those portions of the FHP file 
corded c dential treatment by your 
ili cision to accord these 
t al treatment was made prior to Maxi-
se assets FHP. In light of 
Maxicare hereby requests, 
250.10.5, your office reconsider the 
documents confidential treatment. 
disc se items 1, 2 3, 
listed in Mr. Zab 's 
st in of 
erest against 
requested 
of the value to be 
of FHP. If charity is 
ated, documents relevant 
market value of the 
ld the public. If your 
s losure of these cuments to 
inappropriate, Maxicare 
tective 
office reclass 
s onstrued as an att to 
nature of trade 
ion new 
ice determines, and/.dvises us, 
or portions thereo , contain 
will withdraw its rP.quest for 
conversations, you have asked 
care's legal authorities for 
your office. These authorities 
ta 1 Maxicare's court filings. 
summar e briefly, the legal authorities 
of s controversy are as follows. 
t public benefit 
care service plan into a 
t re ires the advance written 
artment of Corporations pursuant to Corp. 
C § 10821. Because the inside 
sing to issue stock upon the 
e s, the proposed plan of 
constitutes a self-deal transaction under 
Section 5233 provi s a number of 
d to protect the nonprofit 
transact s with its 
to corporation. Among 
233 d (2)(D)(i) provides that: 
advantageous 
the form of 
6, 1985, to pay 
to the point 
lie file 
f st er is priced at 
the assets of FHP. 
s d 
less 
near future will 
purchase of the 
ar that the ectors of FHP have 
of reasonable care which dictate that 
st ice obtainable for the assets 
Section 5233 of the Corporations 
ectors make a "reasonable 
whether a "more advantageous 
easonable effort under the 
law imposes upon the directors 
to test the market and if they 
ld responsible. See, ~. 
States National Bank, !71 F~pp. 
ome eta~ t e uty of a trustee 
is knowledge of a second 
a higher price). 
of FHP cannot approve the 
ed by inside directors of FHP 
determined that a purchase by 
titute a more advantageous arrange-
c ation. Your office has a duty 
o care. At a minimum, this 
verify whether the FHP Board of 
t 11 ior to its acceptance of 
lan of convers . If not, your 
to sapprove the FHP 
occurs. 
0 
available to us, it 
se the assets of FHP 
-merger notification 
e cannot take place 
the proposed 
will, of course, 
to the Federal 
ce to do an antitrust 
our current review, 
FHP by Maxicare will 
antitrust laws. If 
orney General's office 
Barnes, q. 
16 1985 
an review of the antitrust considerations, 
we will to supply you with any information you 
# 
cone ion, Maxicare would like to urge all 
concerned to approach this problec not as hostile advocates 
attempt to defend litigating positions, but with a 
recognition that we are in uncharted waters with but a 
single lan to guide us, i.e., the duty to maximize the 
value to ity In that sp~r1t, we offer to meet at any 
t de whatever assistance we can to expedite a 
reso tion this matter. We hope that all interested 
parties ate. 
Very truly yours, 
Albert R. Rodriguez 
of LATHAM & WATKINS 
S. • Esq. (w/encl.) 
R. er, Esq. (w/o encl.) 
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Foundation Health Plan. 
nelly: 
our client, Foundation Health Plan, and at 
locki, Esq. of the California Department 
are responding to your request for 
Foundation Health Plan of 
t to for-profit corporate status and the 
have on consumer benefits. 
ts the development of for-profit 
case in the past. Until 1975 when the 
e Knox-Keene Act, was passed, 
d plans be o anized as nonprofit 
rge extent the deve of a nonprofit 
state law not the result of a choice 
zers. Even after the adoption of the 
ny Hi/lOs still chose to seiE:ct nonprofit status. 
t a il iii of private sector financing for 
2 
M 
s grants and ns 
Maintenance 0 anizations r 
nonp t entities. 
grant and loan p rams, ral 
role in stimulating HMO growth. 
federal support totall ONE HUNDRED 
S ($145 ,000.00) for six hundred 
and ONE HUNDRED EIGHTY-FIVE 
,000.00) for eighty-five (85) loans and 
r one hundred (100) plans received federal 
development, much of this serving as the 
111 new HMOs. 
ry of Heal 
effort to 
and 
late 
Human S ces 
Ht•10 growth had 
was time 
nist 
a reassessment of the federal 
believes that support for 
e private sector; thus, in 1 1, 
al HMOs began to end. Grants 
fiscal 981 and the federal loans 
but have been extended 
private nvestors knew" 
rt of eir p al to 
HMO ustry 
ens undertook broad p a 
HMO rtunities and to 
new and expanding H s. 
the 11 1 nvestors Guide to 
(see Attachment 11 A 11 ); 
rant and loan repayment to 
ng settlements grants 
is tions or conversions to for-p t 
not- r- t HMOs ,'' and the 
ce HMO boa s and man ement in 
convertin to -profit statu or 
p 
f 
I 
F 
( 
e 
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ten ( s s 
at 
amounts n n d account ses, 
the FHP is 
withhold Under no 
cl rcumstances, 
IIG' II 9), can 
mum 
rements re 
Service 
and ent reserves, no wi 
or ex In 
b k even, 
di to retu or 
retu one 
account. are 
1 to 
one (1 
success 
the 
physicians 
recent statement fil 
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charitable trust 
resources 
0 
o FHP 
0 
Before 
plan was 
Organizations 
of its 
primarily 
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